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Tax Increment Financing and
Special Taxing Districts in Maryland

A Public/Private Development Tool for the New Millennium

aking development pay its own way has become
the mantra for local planning agencies and citizen
action groups. The problem we face is that most
of the existing methodologies for requiring devel-
opment to pay its own way for the needed public
improvements, such as proffers, impact fees, and other developer
contributions, are tied incrementally to the development schedule

of the project.

Two related tools, which are avail-
able in the State of Maryland to
address this problem, are tax incre-
ment financing districts and special
taxing districts. Both of these tools
involve the issuance of tax-exempt
bends by the local jurisdiction to
finance the construction of roads, sew-
ers, and other public infrastructure,

which bonds are repaid through taxes

imposed on the benefited properties.

Benefits of Tax Districts

Tax increment financing and special
taxing districts are a win/win/win sit-
uation for the local jurisdiction, devel-
oper, and ultimate purchaser of the
benefited development. The local
jurisdiction is able to ensure that the
infrastructure necessary to sustain
growth in the community will be built
when it is needed, and not tied to the
individual developer’s development
schedule or financial condition.
Further, this financing tool is a carrot
that can be used to attract develop-
ment to a desired area. In the case of
special taxing districts, the govern-
ment is not giving up any tax rev-
enues it would otherwise get, and in
fact benefits in general real estate tax
receipts through the increased valua-
tion of the properties. In the case of
tax increment financings, the local
jurisdiction is still gaining improved
properties and increased general
property taxes on the benefited prop-
erties over the long haul, which
arguably would not have been the
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case absent the temporary diversion
of the tax increment payments.

For the developer, a huge advan-
tage is that the cost of constructing
the public infrastructure is removed
from the developer’s balance sheet,
which in turn reduces development
costs and frees up capital resources.
The developer is able to pass along the
debt service obligation to the property
owners as the property is improved,
Further, the interest coupon on tax-
exempt bonds is often much lower
than the cost of capital through pri-
vate banking institutions and private
equity.

For the home buyer/property
owner, the benefit generally includes a
reduced purchase price for the real
estate since the development cost is
no longer incurred by the developer.
The property owner will pay no addi-
tional property tax in the case of tax
increment financing, or some addi-
tional tax in the case of special taxing
districts, but such taxes are paid on an
annual (or semi-annual} basis and are
only incurred during the period of
time that the property is owned by
that purchaser.

Procedures to Create and Fund Tax
Districts

Both tax increment financing districts
and special taxing disfricts require
actions to be taken by the county or

BY JOHN R. ORRICK, JR.

municipality where the proposed dis-
trict is to be located to define the
boundaries of the district and to
authorize the issnance of municipal
bonds to fund infrastructure improve-
ments on behalf of the district. These
procedures are summarized briefly
below:

Tax Increment Finanding Districts
Sections 14-201 through 214 of Article
41 of the Annotated Code of Maryland
(the “Tax Increment Financing Act”)
authorizes all counties and municipal-
ities in the State of Maryland, other
than Baltimore City, to utilize tax
increment financing for the purposes
of financing the development of indus-
trial, commereial or residential areas.
The Tax Increment Financing Act
authorizes the issuance of bonds to be
payable from a special fund created in
connection with the district which will
hold the incremental tax payments.
The county or municipality must des-
ignate by resolution a contiguous area
within its jurisdiction as the “develop-
ment district” from which the incre-
mental tax payments are to be
pledged. The portion of the annual
property taxes on property located
within the development district which
exceeds the taxes on the “original
assessabie base” for such properties is
thereafter to be paid into this special
fund for purposes of repaying special
obligation bonds issued by the county
or municipality.

The Tax Increment Financing Act
authorizes the proceeds from bonds
issued pursuant to the Act to be
applied to the following purposes:

1. The cost of purchasing, leasing, con-
demning, or otherwise acquiring
land or other property within the
designated development district



area or as necessary for a right-of-way or
other easement to or from the designated
development district area;

. Site removal;

. Surveys and studies;

. Relocation of businesses or residences;

. Installation of wutilities, construction of
parks and playgrounds, and other neces-
sary improvements, including streets and
roads to, from, or within the development
district, parking, Hghting and other facili-
ties;

6. Construction or rehabilitation of build-
ings, provided that such buildings are to be
devoted to a governmental use or purpose;

7. Reserves or capitalized interest;

8. Necessary cost of issuance of the bonds;
and

9, Payment of principal and interest on
loans, money advanced, or indebtedness
incurred by a county or municipality for
any of the purposes set out in the Tax
Increment Financing Act.

O b D D

In addition to the resolution creating the
special fund and designating the boundaries
of the district, the county or municipality
must adopt an ordinance to authorize the
issuance of the bonds. The ordinance may
itself specify or authorize the finance board
or chief executive officer of the county or
municipality to specify the terms of the
bonds.

Further resolutions and ordinances may
be necessary, depending upon the laws of the
county or the municipality, to authorize the
inelusion of the public improvements within
the capital budget of the jurisdiction, and to
address issues such as the applicability of
local procurement regulations, the applica-
bility of prevailing wage laws, and other
requirements associated with public works
agreements.

Spedial Taxing Districts

Special taxing districts are anthorized in ten
counties of the State, and all municipalities
within the State. Article 44A of Article 23A of
the Annotated Code of Maryland confains
provisions for the creation of districts by
municipalities and the authorization of tax-
exempt bonds to finance the infrastructure
immprovements.

In order to institute a special taxing dis-
trict, a petition must be filed with the local
jurisdiction by at least two-thirds of the own-
ers of the property to be located within the
digtrict by number and by assessed valua-
tion. The legislative body of the local juris-
diction must then adopt by resclution: (1) the
designation of an area or areas as a special
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taxing district; (2) the creation of a special fund with
respect to the special district into which the special taxes
are to be deposited; and (3) the authorization to provide for
the levy of an ad valorem or special tax on all real and per-
sonal property within the special taxing district at a rate or
amount designed to provide adequate revenues to pay the
debt service on the bonds.

'The statutes provide that the special taxes are to be col-
lected in the same manner, and are subject to the same
penalties, as general ad valorem property tfaxes.
Consequently, a failure of a property owner to pay special
taxes will trigger the same provisions for notice, interest
and penalties and ultimately, tax sale of the affected prop-
erty, as occur in the case of a failure to pay general real
estate taxes.

As is the case with tax increment financing districts, a
separate municipal ordinance or resolution is necessary to
issue the bonds. Additional resolations may be necessary to
include the public improvements within the capital budget
and to address the jurisdiction’s public precurement
requirements.

Federal Income Tax Code Reguirements

In addition to the state and local jurisdiction reguirements,
the provisions of the federal Internal Revenue Code will
impact the ability to utilize tax-exempt bond financing for
tax increment financing districts and special taxing dis-
tricts. The main area of inquiry under the federal tax laws
is whether the special obligation bonds will be deemed to be
public purpose bonds as opposed to “private activity
bonds™under Section 141 of the Internal Revenue Code and
the regulations thersunder. The Internal Revenue Service
has issued extensive regulations on this topic, and there are
numerous private letter rulings and other interpretive
relief which provide guidance on this gquestion.

The basic rule under Section 141 of the Internal
Revenue Code is that no more than 10 percent of the pro-
ceeds of the tax-exempt bonds may be used for any private
business use. A related test is that no more than 10 percent
of the proceeds of the bonds may be secured by any inter-
ested property to be used for a private business use or
derived from payments in respect of property or borrowed
meney used or to be used for a private business use.

In order to satisfy the aforementioned tests, it is neces-
sary for the infrastructure to be financed through tax-
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exempt special obligation bonds to be owned and controlled
by a governmental entity.

The regulations issued under Section 141 of the
Internal Revenue Code provide that the temporary use by a
developer of an improvement that carries out an essential
governmental function is not private business use. This test
will be satisfied if the issuer and the
developer reasonably expect to proceed
with all reasonable speed to develop the
improvement and property benefited by
the improvement, and to transfer the
improvement to a governmental per-
son, and if the improvement is, in fact,
transferred to a governmental person
promptly after the. property benefited
by the improvement is developed.
Consequently, privately operated facili-
ties, such as community asseciation
owned recreational facilities and parks,
and private streets and cul-de-sacs, are generally not eligi-
ble for tax-exempt bond financing.

Although private parties may enter into management
contracts to operate public facilities, there are significant
restrictions on the fees charged by private entities under
such management contracts. Accordingly, developers seek-
ing te finance through tax-exempt bonds infrastructure
facilities which generate revenues, such as parking
garages, will find their ability o use the revenue flow from
such facilities to be severely impacted.

One solution to the federal tax Hmitations of private
activity bonds is to authorize the issuance of a class of tax-
able bonds to finance the infrastructure which will. not
qualify under Section 141. While the benefit of the lower
tax-exempt interest rate is obviously lost, the developer stili
enjoys the other benefits described above associated with
this type of public/private financing,

Municipal Debt Underwriting Criteria

The municipal debt markets demand that certain under-
writing criteria be met in connection with projects funded
through tax-exempt bonds for these types of projects.
Generally, these types of financings are sold without a cred-
it rating by a nationally recognized credit rating organiza-
tion, such as Standard & Poor’s, since-there is no credit
enhancement provided to support the fax payments made
by the owners of the underlying properties. Accordingly,
investors will want to be sure that there is a sufficient tax
base which underlies the properties included within the
proposed district and that the development entity is capa-
ble of bringing the project to fruition in a timely manner.

As a rule of thumb, the value of the underlying proper-
ty, as improved by the public infrastructure improvements,
must generally exceed the total amount of outstanding debt
supported by the tax payments by a ratie of 3:1 throughout
the life of the project. If this ratio cannot be supported,
which may be the case in the early years of a project, a por-
tion of the bond proceeds may be escrowed and not made
immediately available to the project.



In addition, the investors will consider the track record
of the developer, the degree to which the infrastructure must
be completed prior to the funding through the bond pro-
ceeds, and the financial commitments of banks and other
providers of capital to the project when assessing the viabil-
ity of a particular tax district. Generally, a reserve fund in
an amount equal to 10% of the bond principal amount must
be funded through the proceeds of the bonds to cover unex-
pected shortfalls in the payments, thereby increasing the
cost of this type of financing.

Developer Disclosure

An important consideration with this type of financing,
which is not present with conventional financing, is the
requirement that the developer provide disclosure to the
issuer and the bond purchasers concerning the project and
the developer entity itself, both at the time of the sale of the
bonds through the disclosure document provided to
investors and through continuing disclosure reports which
are required on a periodic basis thereafter by the bond
jssuer and the investing public.

Examples of Tax increment Financing and Special Taxing

Districts in Maryland

Several county created tax increment financing districts and
special taxing districts have been created in the State of
Maryland in recent years, and many others are under con-
sideration at this time. Although authorized, the municipal
corporations of Maryland have rarely implemented tax
increment financing mechanisms. However, the City of
Annapolis in conjunction with Anne Arundel County has

recently approved a tax increment financing transaction to
finance the cost of construction of a public parking facility
for a mixed-use project called Park Place in the City. For
examples of several successful districts in Maryland, please
visit the website listed at the end of this article.

Conclusion

The debate over “Smart Growth” policies has been joined in
the State of Maryland and elsewhere. One of the overriding
themes in this debate is the role that the public sector must
play to steer development towards socially desirable areas,
and away from areas that require the construction and
maintenance of roads and other public infrastructure in a
sprawling, haphazard manner. The tax districts described in
this article are both a financing vehicle and a land planning
tool which ean provide incentives to the development com-
munity for projects which address these public pelicy con-
cerns.

Although the creation and funding of these districts is
not a simple process, and is subject to some political uncer-
tainties, they will become increasingly important weapons
in the arsenals of developers and governmental entities for
directing growth in the future.m

John R. Orrick, Jr. is a partner in the law firm of Linowes
and Blocher LLP, Silver Spring, Maryland, and represents
developers in tax increment financing and special taxing
districts throughout the State of Maryland. For a complete,
unedited copy of this article, please go to wuww.linowes-
Law.com/a-61400.him.
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for the New Millennium

MONTGOMERY COUNTY FORMS SECOND TAXING DISTRICT

n April 2002,
Montgomery
County will issue
opproximately $16
million in special
revenue bonds to
fund certain road,
sewer and wafer,

- ® ond public park
improvements for the Woodcliffe Park
communities being developed in West
Germantown.  These properties are in-
duded in o special taxing district colled
the IWest Germaniown Development Dis-
trict;i which represents the second such
taxing district created by Monigomery
County since the enabling legisltion o
authorize the creation of such disiricts
was implemented in 1994. Other coun-
ties throughout the Sigte of Maryland
have created such districis, including a re-
lated type of disirict known as @ ifax in-
cremenfi financing district, and more of
these districts are currently pending
throughout the State.

Residents of the homes located in the
West Germantown Development District
will see approximately an additional
$300 to $1,000 of special taxes added to
their real property jax bills each year,
which special taxes will be used by the
County o pay debt service on the revenve
bonds.  The special taxes will continue
until the bonds are repaid in full, which
may not occur unkl 2027,

Wheat are special taxing districts, and
why are they being used in Maryland?
As was the case in California in the mid-
1980s when Proposition 13 was passed,

By Jack Orrick

which Jed to the creation of special faxing
districts, called “Mello-Roos” districts, ‘o
fund roads, water and sewer systems and
schools, local governments in Maryland
are facing increasing funding issues in
providing infrastructure 1o support
growth. These disiricts represent a *pub-

lic-private parnership” which can prove

fo be quite usehl in oddressing the
funding concerns, while providing -
a means for directing growth to the °

desired locations,

Background Of Special
Taxing/Tax Increment Financing

In this ero of Smart Growth, local juris-
dicfions are increasingly involved in di-
recting the pattlern of new real estate de-
velopments throughout our region. At the
same fime, pressures jo reduce govern-
ment spending and foxes have limited the
transporiation budgets of the local juris-
dictions and have resulled in Jess new
rood and other public improvement con-
struction.  “Making development pay its
own way” has become the mantra for
local planning agencies and citizen ac-
tion groups.

The problem we foce is that most of the
existing methodologies for requiring
development fo pay its own way for the
needed public improvements, such as
proffers, impact fees, and other develop-
er confributions, are tied ifrementally to
the development schedule of the project.
Furthermore, often private developers are
not able fo finonce through banks and

other conventional lending sources large

up-Front payments even if the local juris-
dictions require them. The result is that
the construction of the needed roadways,
water and sewer focilities, and other pub-
lic infrastructure needed to support the
new developments, are often built in a
piecemeal and hophazard fashion. If the
parficulor development does not succeed
financially, or if the developer is finon-

cially burdened by other projecis, the

ability of the local governmenial jurisdic-

tion to reclize the developer coniributions
" can be severely impeded. Finally, even if

continued on page &



sontinued from page %

the local jurisdiction aetuolly collects de-
veloper contributions, the polifical natre
of approving budgets for iransportalion
and other public infrastructure spending
con delay the consiruction of the needed
infrostructure and ulimately endanger the
viobility of the development project.

Tax increment financing districts and
special taxing districts reprasent two relot-
ed tools which are available in the State
of Marylond o oddress this problem.
Both of these tools invalve the issuance of
tax-exempt bonds by the locol jurisdiction
1o Finance the construction of roads, sew-
ers, und other public infrastructure, which
bonds are repaid through taxes imposed
on the benefited properties.

In the case of fax increment financing,
the differential in the local rel estate ad
valorem properly tax, os mensured from
o boseline estoblished prier lo com-
mencemant of the development and the
actual fox receipts bosed on the property
as.improved, is the source for the repay-
ment of the bonds.

In the case of special taxing disiricts, an
oddifional tax is layered above the gener-
ol real esiote property tax to repay the
bonds. Such tax may be in the form of an
addifional ad valorem tox, o special as-
sessment tied 1o the benefit created, or a
combination of the two.  Further, these
two methods of financing infrostructure
can be combined to better allocate the
benefits and burdens of the public/private
financing tool.

Benelts Of Tax Disticts

Tax increment financing ond special
* taxing diskricts are a win/win/win situo-
sion for the local jurisdicion, developer,
and uliimate purchaser of the benefitted
development.  The locol jurisdicion is
able to ensure thot the infrastructure nec-
essary to sustain growth in the community
will be built when it is needed, ond not
lied ko the individual developeris develop-
ment schedule or financial condition.

Further, this finoncing ool is o corrot
thet can be used to attraet development lo
a desired area. -In the zase of special
taxing disiricts, the government is nat giv-
ing up ony K revenues it would other-
wise get, and in fact benefits in general
rect estote tox receipts through the in-
creased valuation of the properfies. In the
case of tax increment financings, the local

jurisdiction is skll gaining improved prop-
erfies and increased general property
faxes on the benefitted properfies over the
long houl, which argubly would not
hewe been the cose absent the lemporary
diversion of the lax increment payments.
For the developer, a huge odvantages is
that the cost of constructing the public
infrastructure is removed from the devel-
oper’ 3 balance sheet, which in om re-
duces development costs and frees up
copitol resources.  The devel-
sper is able fo pass along
the debt service obliga-
lion to the property
owners o the
property is im-
proved.  Fur-
ther, the inter-
st coupon on
tax-exempt
bonds s
often much
lower than
the cost of
capital
through pri-
vate banking
institutions
and  private
equity,
For the home
buyer/property
ovmer, the berefit
generally indudes @
reduced purchase price
for the recl estate since the
infrostruciure  development cost
financed through the bonds is no longer
incurred by the developer. The property
awner will pay no oddifional property fx
in the case of tax increment financing, or
some odditional tox in the case of specicl
taxing districts, but such Kxes ore paid on
an annual for semi-annuol} basis and ore
only incurred during the pericd of fime
that the property is owned by that pur-
chaser. The specicd toxes ore generolly
stuctured o be Rully deductible on the
homeowneris federal income fax return,
thus lowering the cost further.

Procedires to Creaie and
Fund Tox Disiricis

Both tox increment finoncing districts
and special kaxing disiricts require actions
1o be token by the county or municipafity

where the proposed district is to be locor
ed fo define the boundaries of the district
and 1o authorize the issuance of munici-
pal bonds o fund infrostructure improve-
ments on behalf of the districh.

Special taxing districts are authorized
in ten counlies throughout Maryland, or
portions thereot:  Anne Arundel, Calvert,
Chorles {commerciol projects only), Fred-
erick [specific election districts only), Gor-

reft, Howard, Menigomery,

Prince Georgeis,

Washington, ond
Wicomice

i n
order fo

instiste o

speciol
taxing
dis-
trict,
the

awn-
ers of
ot least
two-

thirds of

to be included
within the fxing dis-
trict must fila @ petifion
with the legisiative body of the
local jurisdiciion seeking the credfion of
such o distriet. A legisiative body must
then odopt by resolution {i} the designo-
tion of an area or oreas as o special fax
ing district; [§i] the creation of a specicl
fund with respect 1o the district info which
these speciol taxes and assessments are fo
be deposited; and {5} the authorizafion to
provide for the levy of an ad volorem or
speciol fox on ol real and/or persondl
property within the speciol toxing disriat
ot -a rote or emouni designed o provide
edequale revenues lo pay the debt service
on the bonds.

Tax increment Finoncing districhs are
also created by the adoption of a resolu-
tion by the local legisiative body of the
county or municipality ko create the disirict
and to provide for the payment of a por-

tion of the general ad volorem taxes inko
a special fund 1o be used 1o poy dept
service. Tax increment financing districts
can be created in any county or munici-
pality located throughowut the State.

In addition to the resoluions creating
the districts ond authorizing the payment
of special taxes or increments of general
od volorem taxes inte special funds, the
County or municipality must adopt on or-
dinance or o resolution to authorize the is-
suance of bonds. In addition, addiional
resolutions may be necessory Yo include
the public improvements within the copital
budget and to oddress the jurisdiction’s
public procurement requirements,

Examples Of Tax Increment

-Finuncing And Special Taxing

Districts In Maryland

In addifion 1o the West Germantown
Development District, several tax incre-
ment financing disricts and special taxing
districts have been created in the Siate of
Marykond in recent years, and many oth-
ers are under consideration of this fime.
The following represents a brief summary
of certain of these districis which have
been succasshully cracted.

Frederick County - Tax Increment
Financing District for Toy=-R-Us

A jox increment finoncing disirict was
created in 1995 1o allow Toys-R-Us o §i-
nance rocdwork, sewers and other infra-
siructure for o warehouse facility located
in the Dudrow Business Pork.  Severdl
mitlion dolfars in special obligation bonds
were issued by Frederick Counly for this
project. :
Frederick Caunty - Specicl Taxing
District - Urbona Community
Development Authority

In 1998, Frederick County issved $30
million in special obligation bonds 1o b-
nance the construction and aequisifion of
rood improvements to Rle. 1-270 and cer-
loin state highway intersedtion ond colfec-
tor roads and the consiruction, estoblish-
ment and extension of o waler ond sewer
system to properfies located within o spe-
ciol taxing district for several develop-
ments, which included residential, retail,
and office uses.
Moalgomery Counly - Spedial -Toxing
Distric for Kingsview Village Center

Montgemery Counly issued $2.4 mil
continued on page 7



continued from page 6

lion of tax-exempt bonds in 1999 to -
nance certain road improvements in con-
nection with the establishment of the
Kingsview Village reiail shopping center
and adjeining residential properties lo-
cated in Germantown, Maryland.

Prince George’s County - Special Taxing
District for Woodview Yillage

Prince Georgeis County approved the
creation and funding of o special taxing
district for a subdivision composed of 584
residential units in 1996 whereby $8 mil-
lion of special obligation bonds were is-
sued to finance road and ufility improve-
ments in addition to the contribufion of a
recreational facility and o monetary con-
tribution for the design, construction-and
extension of improvements to public
schools serving the district.

Anne Arundel Counly - Special Taxing
District - Farmingion Yillage Project

In 1998, Anne Arundel County
cpproved the issuance of over $6 milfion
of tax-exempt bonds to finance roadway,
storm sewer and sanitary sewer facilifies
for a special taxing district formed on be-
half of a residenfial subdivision of ap-
proximately 450 homes.

Anne Arundel County ~ Combined Tax
Increment Financing District and Special
Taxing District — Arundel Mills Project
Anne Arundel County approved in 1999
a combined special taxing district and kax
increment finance district and the is-
suance of $28 million of special obliga-
tion bonds to fund the cost of interchange
improvemnents on state highways, the con-
struction of new roadway facilities, and
water, sewer, and other public utility items

for @ regional mall 1o be built by the Mills
Corporation. In this instance, the special
taxes serve as a backup in the event that
the revenues from the annual fox incre-
ment payments are insufficient to refire
the bonds.

In addition, several special taxing/tax
increment financing districts are currently
pending in Montgomery, Anne Arunde!
and Frederick Counties, fo nome a few.

Condlusion

The debate over *Smart Growth® poli--

cies has been joined in the State of Mary-
lond and elsewhere. One of the overrid-
ing themes in this debate is the role that
the public sector must play io steer devel-
opment towards socially desirable areas,
and away kom areas which require the
construction and maintenance of roads
ond other public infrastructure in a
sprawling, haphazard manner. The tax
districts described in this arficle are both
a financing vehicle and a land planning
tool which can provide incentives to the
development community for projects
which address these public policy con-
cerns.

Although the creation and funding of
these districts can be a complex process,
and is subject to some political uncertain-
fies, they will become increasingly impor-
fant weapons in the arsenals of govern-
mental entities for directing growth in the
future.

Jack Orrick & a partner in the law firm
of Linowes and Blocher LLE Silver Spring
Maryland, and is currently represencing devel-
apers in several tax increment financing and
special taxing districts located throughour the
State of Maryland.



